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ABSTRACT 



Based on the view that early care and education programs 
must have substantial non-tuition revenue from the public and private sectors 
to reduce the proportion of costs for high quality programs passed on to 
families as tuition costs, this report presents a methodology for identifying 
an "expected family contribution, " a representation of what a family is able 
to pay for care based on an analysis of its income and assets. Also 
considered in this methodology is a calculation to determine the price of 
high quality care and education, based on the cost of reaching and 
maintaining standards of excellence minus the public and private sector 
support obtained to subsidize those costs. The Early Care and Education Need 
Analysis Methodology (ECE Methodology) is designed for use in conjunction 
with a community- based financial aid office within the context of a 
coordinated finance system. The report describes the basis of the ECE 
Methodology and describes how the formula is used, including measuring 
income, identifying allowances against income, and identifying assets and 
allowances against assets. Assessment rates are discussed as well as the 
issue of expected family contributions families have with multiple children 
in early care and education programs. The report discusses the importance of 
conducting annual need analyses to have current eligibility information and 
the use of professional judgment. Also discussed are development of a 
financial aid application form and the importance of periodic revision and 
updating of the methodology. The report concludes by noting that the ECE 
Methodology draws on both the federal and higher education institutional 
models currently used in higher education, relying on the strengths of each. 
The report's five appendices include computation tables, data sources and 
calculations for 2000-2001, a methodology worksheet, and a draft financial 
aid application form. (KB) 
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Introduction 



This need analysis methodology was designed to increase families’ access to high-quality early 
care and education (ECE). It is adapted from the methodologies currently in use in the delivery 
of postsecondary financial aid, and is guided by a set of principles for early care and education 
need analysis. This methodology is envisioned as an essential element of a coordinated early 
care and education finance system. 

To succeed, an early care and education finance system must cultivate significant resources that 
will support the provision of high-quality early care and education programs. Not only do many 
families need help paying for high-quality early care and education, providers of early care and 
education services need considerable resources to produce it. Families cannot pay all of the costs 
that programs incur to deliver high-quality services. As in higher education, programs must have 
substantial non-tuition revenue from the public and private sectors to reduce the proportion of 
costs passed on to families in the tuition prices they establish. Some families will be able to pay 
the full price charged; many others will need financial aid to help pay it. 

The methodology described in this paper produces an “expected family contribution” — a 
representation of what a family is able to pay, based on an analysis of its income and assets. 
However, this is only part of the equation in answering the question, “How much assistance does 
the family need?” The amount of assistance a family needs is directly related to the price of the 
services they seek, as illustrated by the following calculation: 

Price - Expected Family Contribution = Need 

A separate calculation is necessary to establish the price of high-quality programs — a crucial 
analysis to be undertaken by each early care and education program itself. This entails several 
steps: identifying the true cost of reaching and maintaining standards of excellence that support 
children’s healthy development and learning; seeking and obtaining support to subsidize these 
costs; and then, establishing a price that covers the difference. Simply put, the calculation is: 

Cost - Subsidies = Price 

Subsidies refer to funds, goods, or services given directly to the program that offset the costs, 
thus reducing the amount of revenue to be sought in tuition and fees from families. For example, 
a program that receives free food for meals and snacks can charge a lower price than a similar 
program that has no subsidies and must purchase its food. Programs need substantial non-tuition 
revenue to offset the cost of providing adequate and equitable compensation to staff while also 
setting a price that is affordable for at least some of the area’s families. 

Once a price is established that reflects the unsubsidized portion of costs in a high-quality 
program, the question about a family’s need for aid can finally be answered. With a means to 
calculate need, there is also the basis for estimating the extent of unmet need — critical 
information for use in advocacy and public policy efforts. While the methodology can determine 
the amount of aid each family needs, equal access to high-quality services cannot be achieved 
without adequate funding for need-based financial aid. 
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The Early Care and Education Need Analysis Methodology (also referred to here as the ECE 
Methodology) is thus one tool in a finance system that will require several other tools, resources, 
and processes. For example, its use is envisioned in conjunction with a community-based 
financial aid office. The financial aid office would use the methodology to calculate the family’s 
expected contribution and need for aid; package available aid to meet identified need to the 
extent possible; and deliver aid in behalf of families to programs they have chosen and that 
adhere to acceptable standards of quality and accountability. 

It is within this context of a coordinated finance system that the ECE Methodology is intended to 
be instrumental in increasing access to high-quality early care and education. However, equal 
opportunity for America’s young children cannot be achieved without sufficient investment to 
offset the cost of producing the quality of services that is associated with good developmental 
outcomes for young children. 

The Early Care and Education Need Analysis Methodology 

The formula described here measures parents’ ability to pay by considering income, assets, and 
other relevant data. No formula can capture all aspects of family circumstances, nor can it assure 
a perfectly equitable and efficient allocation of resources. However, the more closely the early 
care and education community adheres to the principles embodied in the proposed formula, the 
more likely it is that limited available funds would be distributed to those who need them most. 

The early care and education need analysis methodology borrows heavily from the need analysis 
methods currently in use to calculate expected parental contributions for college. There are two 
separate formulas that are widely used in higher education. One is the Federal Methodology 
(FM), legislated by Congress as the basis for distributing federal need-based student aid funds. 
The other is the Institutional Methodology (IM), devised and maintained by the College Board 
and used by many private non-profit and some public colleges and universities to allocate their 
own need-based aid funds. The two systems share many elements, but there are also some 
fundamental differences. 

Both the FM and IM measure income and subtract a basic living allowance, taxes, and a few 
other essential expenses before calculating expected contributions. The assessment rate 
schedules on discretionary income are progressive in both systems and are quite similar. Assets, 
however, are treated quite differently. The FM excludes consideration of both home equity and 
family farms for all families and ignores assets entirely for families with incomes below $50,000. 
For families with higher incomes, the FM adds a percentage of assets to income before 
calculating the expected contribution. The EM, on the other hand, measures all assets except 
pension assets and taxes them at progressive rates, ranging from 3 percent to 5 percent. 

Basically, the IM is a more complex system that makes finer distinctions among families in order 
to rank them by their true financial strength. The FM is a simpler system, but sacrifices a 
considerable amount of equity. For example, under the FM, two families are treated similarly if 
they have similar incomes, even if one has major asset holdings and the other has neither a home 
nor financial assets. 

The proposed ECE Methodology borrows from both the FM and IM in an attempt to construct a 
formula best suited to the circumstances of families with young children. While the ECE 
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Methodology is directly targeted at providing access to high-quality early care and education, a 
broader goal is to encourage and assist families in planning and providing for the long-term well- 
being of their children. Accordingly, we propose that the financial demands of college education, 
both for the parents and the children, be recognized in the early care and education need analysis 
system, allowing both for the parents’ repayment of their student loans and for the need to save 
for their children’s college education. 

The ECE Methodology, described in detail below and in the appendices to this report, measures 
both income and assets. The formula subtracts basic allowances to determine the portion of each 
that is discretionary. Assessment rates are applied separately to discretionary income and 
discretionary assets. The sum of these calculations is the contribution toward early care and 
education expenses expected from the family. 

Measuring income 

Measuring income involves identifying whose income is to be counted, determining the size of 
the family the income supports, and counting the amount of income and cash benefits the family 
receives from various sources. 

Family composition and size 

A critical piece of information required to determine a family’s level of discretionary income- 
out of which some portion can be allotted for early care and education — is to measure family size 
and identify whose income is to be counted. Clearly, a given amount of discretionary income 
allows greater ability to pay for early care and education for smaller families than for larger 

families. The issue of family size is considerably complicated by the diversity of family 
structures. J 

Determining the income available to finance early care and education begins with deciding 
whose income should be considered. For children living with two biological or adoptive parents, 
it is clear that the financial circumstances of the family— and not of anyone outside of the 

family should be the basis for determining ability-to-pay. However, this situation is less and 
less common. 

Family size is based on the household in which the child resides. This includes the custodial 
parent(s) (or legal guardians) and the current spouse of the custodial parent. Unmarried partners 
who are not the biological or adoptive parents of the child(ren) for whom assistance is sought are 
not counted in the family size if there is not a legal recognition of their responsibility for support 
of the child(ren), nor is their income included. In these situations, there is no practical way to 
determine whether the arrangement is a long-term one or not or whether or not household 
finances are pooled. However, any monetary contributions they make to the family can be 
counted as cash income. 

Family size includes any dependent children living in the household for whom primary financial 
responsibility resides with the adults whose income is being considered by the need analysis 
method. Children under the age 19 are counted (including those for whom aid is sought), as are 
siblings under the age 24 who are currently enrolled in college at least half-time. 
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Members of the household over age 1 8 who are considered legal dependents are also counted, 
e.g., those with disabilities that prevent them from being self-sufficient. Extended family 
members who reside in the household are considered dependents and are counted in the family 
size definition only if they meet the Internal Revenue Service (IRS) gross income test for 
dependency. If the income of the extended family member is less than the threshold amount set 
by IRS, he or she is not counted in the family size. If the income exceeds the threshold, the 
family member is not counted in the family size. For the 2000-2001 year, the threshold amount 
is $2,750 — the IRS gross income test amount for the 1999 tax year. 

In the case of children of teen parents who live at home with their own parents, family size is 
limited to the child for whom assistance is sought and his or her parents living in the household. 
Even though the grandparents of the child(ren) may provide considerable support in the form of 
shelter and other resources, for purposes of determining aid in the early care and education 
system, only the income of the teen parents is considered, not the income of their parents. Thus, 
the teens and their child(ren) are considered a separate family unit. This recognizes the 
importance of teen parents continuing their own high school education for the ultimate benefit of 
themselves, their children, and society at large, and does not assume that the teen parent’s parents 
are willing to provide support that allows the teen to complete high school rather than drop out of 
school to work and care for the child. However, monetary contributions to the teen from the 
child’s grandparents are counted as income. 

Income and data sources 

Differences in income levels generate the clearest differences in families’ ability to pay, 
especially at the relatively early stage of life most common among the parents of young children. 
Although financial capacity is best measured by income over an extended period of time, 
practical considerations dictate that the ECE Methodology rely on information about income for 
one year. 

To verify the information provided on financial aid applications, the prior year’s income tax 
forms will be collected. However, parents will also be asked to provide evidence of their current 
monthly income, including untaxed as well as taxable income. The aid administrator may want 
to select the current year as the basis for income analysis where there is a significant change in 
circumstances from the prior year. 

To simplify data collection, the basic definition of income embodied in the need analysis method 
is adjusted gross income (AGI) from the federal personal income tax. However, non-taxable 
income is added to AGI before the contribution from income is determined. For example, dollar 
amounts of government benefits, including Social Security, workers’ compensation, and 
disability benefits are counted. Other sources of income to the family, such as cash support or 
money paid in the family’s behalf, are also added. 
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Treatment of stepparents income. Clearly, custodial biological/adoptive parents have 
responsibility for their children, and their incomes constitute the basic resources available for 
paying for early care and education. However, the income of stepparents residing with the 
children is also part of the household income creating the living standard of the children and is 
therefore counted in the formula. 

Treatment of non-custodial parents ’ income and support. Child support paid by non-custodial 
parents is counted as non-taxable income to the custodial parent. Although non-custodial parents 
may be able to contribute to early care and education expenses beyond the child support they pay, 
pursuing them to collect their “fair share” may not produce results that justify the efforts. The 
IM recognizes the fundamental responsibility of the child’s parents to pay for college and 
provides a form, used by many colleges, to seek financial information from non-custodial 
parents. However, there is no established methodology for counting the resources of non- 
custodial parents. 

It is frequently quite difficult to collect information about the resources of non-custodial parents 
and in many cases, the existence of these resources does not really make them available to the 
custodial parent and the child. In recognition of this, the proposed ECE Methodology, like the 
FM, does not seek information from non-custodial parents to establish their ability to pay. It only 
seeks to establish if there is an agreement in place for the non-custodial parent to contribute to 
the early care and education expenses of their children and the amount contributed. Like other 
support received from the non-custodial parent, these contributions count as income to the 
custodial parent, unless payments are made directly to the early care and education program. In 
these cases, the contribution from the non-custodial parents would count as a resource, thereby 
reducing the family’s need for aid from other sources. 

Treatment of income and support from parents with shared custody. In determining an 
appropriate contribution to the child’s early care and education expenses from parents with 
shared custody who spend equal amounts of time with their child(ren), the ECE Methodology, 
like the FM and IM, considers the resources of the parent who provides the greater support. 
From the standpoint of equity, parents with shared custody also share responsibility for the 
child(ren) s early care and education expenses and should contribute toward those expenses 
according to their ability. However, efficiency and simplicity are also goals in the methodology 
and in financial aid administration. It would likely be quite inefficient for the early care and 
education system to seek information from non-applicant parents with shared custody. Instead, 
parents could be advised that the application for financial aid should be submitted by the parent 
(and spouse, if remarried) who provides the greater financial support for the child. 

As with non-custodial parents, neither the FM nor the IM has an established methodology for 
determining an appropriate contribution from parents with shared custody. Guidelines for 
financial aid administrators suggest options for how to proceed in considering contributions from 
parents in both non-custodial and shared-custody cases. In an early care and education system, 
complex custody issues would also be best addressed at the local level, where the specific 
circumstances of the families could be appropriately addressed in seeking to establish the 
expected family contribution for each child. As with contributions from non-custodial parents, 
those from parents with shared custody would be counted as resources in reducing need if 
payments are made directly to the early care and education program, but would be counted as 
income, similar to child support, if the payments were made to the other parent. 




6 



10 



Cash gifts. Cash gifts received, such as gifts from household members who are not counted in the 
family, are counted as untaxed income. This includes gifts and money paid on behalf of the 
family for living expenses, such as support provided by a parent’s unmarried partner or a teen 
parent’s parents. It would also include money provided by family and friends to help pay for 
early care and education. 

Employer plans. Some employers have plans that allow employees to designate a portion of their 
pre-tax income for dependent care and medical expenses. These amounts of untaxed earned 
income must be reported on the application form in addition to taxable earned income. 
Contributions to retirement accounts are also counted as untaxed income. 

Contributions for ECE. Employer contributions for early care and education, as well as 
assistance provided by public and private agencies that is earmarked for early care and education, 
is not considered income, but counts as resources toward meeting a family’s identified need for 
aid. This holds true whether the assistance is paid directly to the early care and education 
provider or to the parent to be paid to the provider, either in the form of a check, cash, or a 
voucher for services. 

Income excluded from analysis. The federal Earned Income Tax Credit (EITC) is not counted as 
income. The same is true of any state earned income tax credit. This exclusion is to ensure 
compliance with both the letter and the spirit of federal regulations. The rules do not allow this 
credit to be considered in determining eligibility or benefit levels for Temporary Assistance to 
Needy Families (TANF), food stamps, Supplemental Security Income (SSI), and low-income 
housing assistance. Although the envisioned early care and education system is expected to 
combine non-federal and federal sources of funds for assistance, some current federal subsidies 
for child care are provided with TANF funds. Therefore, it simplifies the method to exclude the 
EITC from consideration in determining income. 

Information excluded from analysis. There are some exceptions to the general rule of collecting 
information about income. Applications for children whose families are current recipients of 
TANF and/or food stamps need not include income and asset data. For these groups of 
applicants, it is assumed that the expected family contribution will be zero, based on the 
eligibility tests required for these forms of government assistance. The principle used to identify 
applicants who qualify for an “automatic zero contribution” based on their eligibility for TANF 
or food stamps can be applied to any means-tested programs. The principle is: 

Families that have already qualified for assistance or benefits on the basis of 
an analysis of their income and assets need not submit to an additional 
analysis for early care and education financial aid if (1) the income and asset 
eligibility standards of the programs for which they qualify are at or below 
the level of the income protection and other allowances in the ECE 
Methodology, and (2) their eligibility for those programs is verified. 

Another exception is for applications on behalf of children in foster care. Income and asset 
information about the foster parents is not required. However, because some states provide 
additional assistance for early care and education for foster children, the application for foster 
children must include a question about the assistance foster parents receive specifically to pay for 
early care and education. This amount is counted as a resource in meeting the need for 
assistance, rather than as income. 
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Allowances against income 



Before determining how much of their income families can reasonably be expected to spend for 
early care and education, expenditures over which they have no discretion must be subtracted. 
These include expenses for basic necessities — shelter, food, clothing, health care, transportation, 
etc. and taxes. In addition, an allowance for employment expenses, saving for the child(ren)’s 
college education, and college loan repayment are subtracted from income. 

The Income Protection Allowance 



Some amount of after-tax income must be devoted to essential living expenses, and it is 
unreasonable to ask families to use any of that amount as a contribution to early care and 
education. Unfortunately, there is no simple way to determine how much of any family’s budget 
is absolutely necessary. Both the FM and the EM include an Income Protection Allowance (EP A) 
designed to identify the amount of income below which a family has virtually no discretion over 
expenditures. Both are updated annually. The IPA for the ECE Methodology is based on the 
IPA incorporated in the DM, with some adjustments. Like the IPA in both the FM and DM, it will 
need annual updating. 

The DM’s IPA was chosen for adaptation because of the more current and in-depth research and 
analysis it represents. It is developed using current data from the Consumer Expenditure Survey 
(CES). The CES collects information about all family expenditures, whether for “basic 
necessities or for other purchases. However, the CES data are adjusted, as described below, to 
approximate an expenditure level at which there is little discretion. 

The ECE Methodology uses the weighted average of CES data for two family types: those in 
which the oldest child is younger than age 6, and those in which the oldest child is age 6 to age 
17. Including the category with older children seems appropriate for two reasons: first, because 
many of these households also have children under age 6 and, second, the ECE Methodology can 
be used to determine ability to pay for “out-of-school-time” programs for their elementary and 
intermediate school-age children as well as early care and education for their younger children. 

While CES data provide the basic information for constructing the Income Protection Allowance, 
several adjustments are necessary. These include subtracting expenditures for taxes and early 
care and education expenses and then adjusting for inflation and family size. Finally, average 
expenditures are converted to expenditures at the Lower Living Standard — expenditures judged 
to be frugal, but adequate for achieving an acceptable standard of living. 1 Each of these steps is 
described below. 

Taxes. Taxes are subtracted from CES expenditures because taxes are calculated separately for 
each family based on income. As is true in the construction of the IPA of the IM, all personal 
taxes (federal, state, property, FICA) and sales taxes are subtracted. 

Early care and education expenses. The difference in the purposes of the college and early 
childhood need analysis methods dictates a different approach to adjusting the expenditure data. 
The DM subtracts education expenditures from the CES data in calculating the IPA since the goal 



See Appendix C, Data Sources and Calculations, page 4, for additional information about the Lower Living Standard. 




8 



12 



of the system is to calculate ability to pay for education and then to subsidize this expenditure. 
Parallel reasoning requires that the ECE Methodology subtract average early care and education 
expenditures from the total expenditures in the CES data to construct the IPA. To accomplish 
this, the amount spent for “day care centers, nursery, and preschools” as well as “babysitting and 
child care” are subtracted from the CES “personal services” category. 

Adjustment for inflation. After subtracting taxes and early care and education expenses, the CES 
data from the most recent three years are adjusted for inflation using the Consumer Price Index. 

Adjustment to Lower Living Standard. The data are adjusted to reflect the expenditures of a 
family living at a “lower living standard.” This standard relies on the recommendations of a 
1978 study done for the Bureau of Labor Statistics by the Institute for Research on Poverty at the 
University of Wisconsin-Madison. The study defined four budget levels: the Social Minimum 
Standard (50 percent of median), the Lower Living Standard (67 percent of median), the 
Prevailing Living Standard (median), and the Social Abundance Standard (150 percent of 
median). The Lower Living Standard is chosen as the best estimate of the level at which families 
begin to have some discretion over their expenditures. 

Adjustment for family size. There are two adjustments for family size. The first is made to 
produce the average expenditures for a family of four— the amount from which the Lower Living 
Standard is calculated. In this first step, the average CES family size for each year’s data is 
converted to a family size of four using an equivalence scale. Data from the two family types 
(those in which the oldest child is younger than age 6, and those in which the oldest child is age 6 
to age 17) are then averaged to produce the IPA for a family of four, weighting the CES data 
based on the number of families represented in the survey. 

The second adjustment is made to establish the IPA for families of different sizes. Starting with 
the IPA for a family of four, a family-size equivalence scale is employed to establish 
corresponding amounts for smaller and larger family sizes. 

The ECE Methodology adopts an equivalence scale proposed by economist Patricia Ruggles in 
her 1990 book, Drawing the Line: Alternative Poverty Measures and Their Implications for 
Public Policy. The IM has also recently adopted Ruggles’ equivalence scale. It reflects 
economies of scale in consumption as family size increases, and also smoothes out improbable 
differences between family sizes — a criticism of the FM scale and the former EM scale. 

The choice of this equivalence scale was the result of a review of current literature on 
equivalence scales and the testing of several alternatives, including scales for adjusting the 
poverty thresholds that were recommended by the National Research Council in 1995 2 and 
highlighted by the Census Bureau in 1999 in its follow-up research. 3 Like all equivalence scales, 
the Ruggles method is not perfect. However, we believe it is well suited to the specific 
application we propose in the need analysis methodology. It retains the simplicity of a single 
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